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State of the Industry
What is causing the need for utility rate increases 

across the Country?

ω Declining Water Use - Declines of per capita consumption of  20% to 30% over the 
past several decades 
Ʒ Water fixture replacement

Ʒ Declines in average household size

Ʒ Commercial/industrial water use efficiency 

Ʒ Conservation ethic 

Ʒ Economic conditions

ω SignificantCapitalInvestmentswill beneededin the future
Ʒ Majority of water and sewer systems were constructed 70 plus years ago

Ʒ Nationwide estimated replacement costs over next 30 years:

Á Water systems - $1 trillion

Á Sewer systems - $2.5 trillion
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State of the Industry
How do these issues influence rates?

Sell Less Water

Reduced Water 
Sales Revenue

Need for Higher 
Water Rates

Customers Use Less 
Water

Escalating 

Costs

Increased 
Affordability 

Concerns
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Basic Principles of Rate Setting

ωWater and Sewer Operations are self-supporting
Ʒ Rates and fees are set to recover cost of providing service  

Ʒ No profit to General Fund

Ʒ Operations function as a business

Ʒ Utilities reimburse General Fund for support services

ωWater and Sewer Rates are user fees rather than taxes and therefore 
are designed to charge customers based on their use of the service.
Ʒ Three part test for a user fee (Bolt v. City of Lansing, MI) (1988):

1) Must serve a regulatory purpose rather than a revenue-raising purpose; and

2) Must be proportionate to the necessary costs of the service; and 

3) Must be voluntaryτusers must be able to refuse or limit their use of the commodity or 
service.
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Overview of Rate Setting Process

Step 3 - Design Rate Structure

Step 4 - Implementation

Step 2 - Allocate Costs Among Customers

Step 1 - Identify Revenue Requirements - Cost of Providing Services
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Operating & Maintenance 
Expenses

Existing Debt Service

ά.ǳƛƭŘƛƴƎ .ƭƻŎƪǎέ ƻŦ wŜǾŜƴǳŜ wŜǉǳƛǊŜƳŜƴǘǎ

Planned Capital
Improvement Projects =Total Revenue 

Requirements

Contributions to Reserves
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Operating and Maintenance Expenses

ÅDay to day operating and maintenance of the system including:

Ʒ Source of Supply (water)

Ʒ Treatment

Ʒ Disposal (sewer)

Ʒ Storage (water)

Ʒ Pumping

Ʒ Transmission and Distribution (water mains and lines)

Ʒ Collection (sewer)

Ʒ Customer Service

Ʒ Administrative and General
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Debt Financing Plans

ÅExistingdebt: Requirementsto makeexistingpaymentsand maintainany coverage
requirements

ÅFuture debt: Basedon how the capital improvementsplan will be funded, key
considerationsinclude:

Ʒ Life of asset to funded (longer lived assets typically debt funded)

Ʒ Type of improvement (routine replacement ideally cash funded)

Ʒ Overall debt level considerations including percentage of total revenues used to pay debt service

ÅDebtServiceplacesadditionalrequirementson utility:

Ʒ Debt coverage requirements (revenue bonds)

Ʒ Debt service reserves  (revenue bonds)

Ʒ ¦ǎŜ ƻŦ DƻǾŜǊƴƛƴƎ .ƻŘȅΩǎ ŘŜōǘ ŎŀǇŀŎƛǘȅ όƎŜƴŜǊŀƭ ƻōƭƛƎŀǘƛƻƴ ōƻƴŘǎύ
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Capital Improvement Plan

ÅCapitalneedsof the water andsewersystemrequiredto:

Ʒ Repair and replace existing infrastructure (rates)

Ʒ Meet existing and new regulatory requirements (rates)

Ʒ Upgrade and increase efficiency of the systems (rates)

Ʒ Provide service to new customers (availability fees)

ÅCapitalcostshavesignificantimpacton water andsewerratesdueto the fact that:

Ʒ aƻǎǘ ǿŀǘŜǊ ŀƴŘ ǎŜǿŜǊ ƛƴŦǊŀǎǘǊǳŎǘǳǊŜ ƛǎ ŎƻƴǎǘǊǳŎǘŜŘ ƛƴ άƭǳƳǇǎέ ǊŀǘƘŜǊ ǘƘŀƴ ƛƴŎǊŜƳŜƴǘŀƭƭȅ 

Ʒ Costs of projects fluctuate year over year depending on type

Ʒ General approach used to fund projects: 

Ʒ Cash funded = immediate impact

Ʒ Debt funded = long-term impact
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Contributions to Reserves

ÅWaterandSewerFundsshouldmaintainreservebalancesrelatedto:

Ʒ Debt Coverage 

V According to bond covenants / loan requirements

Ʒ Operating and Maintenance

V Typically 90 days cash on hand

V {ŜǊǾŜǎ ŀǎ άǊŀƛƴȅ Řŀȅ ŦǳƴŘέ ŦƻǊ ƛƳƳŜŘƛŀǘŜ ŀƴŘ ǳƴŜȄǇŜŎǘŜŘ ŜȄǇŜƴǎŜǎ

Ʒ Capital Replacement

V Based on value, useful life, and condition of assets

V {ŜǊǾŜǎ ŀǎ ǊŀǘŜ ƛƴŎǊŜŀǎŜ ƳƛǘƛƎŀǘƛƻƴ όάǎƳƻƻǘƘƛƴƎ ŦŀŎǘƻǊέύ ǿƘŜƴ ŀǎǎŜǘǎ Ƴǳǎǘ ōŜ 
refurbished/replaced

V Decreases the need to borrow for major projects
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Basic Outline of Rate Setting Process

= Annual
Revenue 

Requirement

Annual 
Revenue 

Requirement
-

Annual 
Revenues with 
Current Rates

=
Annual 

Miscellaneous 
Revenues

Net Revenue 
Requirements

Net Revenue 
Requirements

Annual 
Surplus / (Shortfall)

Operating & Maintenance Expenses

Existing Debt Service

Planned Capital
Improvement Projects

Contributions to Reserves

=-

11


